The followng is the Franchise Tax Board s analysis of SB 1233 (ockyer) as
anmended Septenber 13, 1997

SUMMARY OF BILL

This bill would make the follow ng changes to the Personal |ncone Tax Law
(PITL) and the Bank and Corporation Tax Law (B&CTL):

1. Increase the dependent exenption credit by $50 in 1998 and an additi onal
$100 in 1999.

2. Make permanent the capital gains exclusion for home sales in conformty
with the federal Taxpayer Relief Act (TRA) of 1997.

3. Adopt enhancenents to IRA progranms in conformty to the federal Taxpayer
Rel i ef Act of 1997.

4. Increase the exenption anmounts used in calculating the alternative
m ni mum tax (AMI) for individuals and annually index the exenption
anmount s.

5. Elimnate an increase in S corporation tax rate bychaptering out
provisions in SB5 (Stats. 1997, Ch. 610).

6. Retain the state deduction for self-enployed health insurance at the 25%
| evel .

7. Conformstate lawto the federal penalty for failure of trustees of
medi cal savings accounts to file the required information return.

Each of these issues will be discussed separately in this analysis.

EFFECTI VE DATE

Unl ess otherwi se stated in this analysis, the provisions of this bill would
apply to taxable or inconme years beginning on or after January 1, 1998.

| MPLEMENTATI ON CONSI DERATI ONS

Unl ess otherwi se stated in this analysis, inplenenting the provisions of
this bill would occur during the departnent’s normal annual system update.

DEPARTMENTAL COSTS

Unl ess otherwi se stated in this analysis, the provisions of this bill would
not significantly inpact the departnent’s costs.
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TAX REVENUE SUMVARY

SB 1233
Amended Septenber 13, 1997
(in mllions)

Provi si on 1997-8| 1998-9 | 1999-0
1. |Dependent Credit I|ncreases ($95) | ($400) | ($635)
2. |Capital Gains Home Sal es Excl usion 0| ($60) ($70)
3. [IRA Conformty (%$4) | (%$14) ($31)
4. |[Index AMTI Exenption & Phase- Qut ($8) | ($81) ($85)
5. |Subchapter S Conformty (1/1/97) (%$18) | (%$21) (%22)

6. [Sel f- Enpl oyed I nsurance Deduction ($9) 0 0

7. |Medi cal Savings Account Penalty - - - - - -
TOTALS ($134) | ($576) | ($843)

POSI TI ON

Neutral .

Unl ess otherw se stated in this analysis, the staff's position on the
provisions of this bill is neutral. The staff’s position is determ ned by
adm ni strati ve consi derations and does not take into account tax policy
consi derations or revenue inpact on the state. However, these issues are
di scussed in the anal ysis.

| SSUE #1 - DEPENDENT EXEMPTI ON CREDI T

SPECI FI C FI NDI NGS

Exi sting federal |awprovides various personal and dependent exenptions
subject to certain income limtations. These exenptions are treated as
deductions from adjusted gross incone (AG). The exenption deduction anmount
is indexed annually for inflation and is $2,550 for the 1996 tax year.
Exenpti on deductions begin to phase out at federal AG |evels over specified
anmpunts, which are the sane anpunts as those for state | aw noted bel ow

The federal Taxpayer Relief Act of 1997 provides a child tax credit of $400
for 1998 and $500 for 1999 and each year thereafter for each qualifying
child. *“Qualifying child” is defined as any individual (1) for whomthe
taxpayer is allowed the dependent exenption deduction, (2) who is under the
age of 17, and (3) who bears the sane relationship to the taxpayer as that
requi red under the relationship test for the federal earned incone credit.
“Qualifying child” does not include individuals who are not citizens or
nationals of the United States unlessthey are a resident of the United
States. This child tax credit is phased out for taxpayers wth adjusted
gross inconme above specified levels. For taxpayers with three or nore
qualifying children, the credit is |imted to the greater of (1) the excess
of regular tax over tentative mnimumtax, or (2) the alternative credit
anmount, as defined. Any credit ampunt in excess of these limtations,
reduced by the anpunt of alternative mninumtax paid, will be refunded to
t he taxpayer.

Exi sting state | aw provi des various exenption credits against tax, including
a personal exenption and exenptions for dependents, blind persons, and
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i ndi vi duals 65 or ol der. Unli ke federal |aw, these exenptions are not
deductions from AG but are credits against tax. The exenption credit
anmount is indexed annually for inflation as nmeasured by changes in the
California Consumer Price Index. The exenption credit amount for the 1996
tax year is $67. To conpute exenption credits, the total nunber of
exenptions clainmed is multiplied by the exenption credit anount (total
nunber of exenptions x $67 = exenption credit). Exenption credits are not
refundabl e and may not be carried over to future years.

Exi sting state lawprovides two l[imtations on exenptioncredits:

1. Exenption credits begin to phase out at federal AG |evels over the
amounts |isted bel ow

Filing Status AG (1996)
Single/Married Filing Separate $111, 695
Head of Househol d $167, 542
Married Filing Joint $223, 390
2. Exenption credits are limted to the ampunt by which regul ar tax

before credits exceeds tentative mninmmtax (TMI).

This provision would increase the dependent exenption credit anmount to $120
for the 1998 taxable year and to $222 beginning in the 1999 taxable year.
The increased credit would not be adjusted for inflation for the 1999
taxabl e year. These increased credit anpunts woul d continue to be subject
to the above limtations.

Pol i cy Consi derations

This bill would provide tax relief to noderate-level incone taxpayers
with dependents by providing taxpayers with a qualifying dependent a
reduced tax liability as a result of the | arger dependent exenption
credit.

I ncreasing the dependent exenption credit and not the blind, senior or
personal exenption credits would conplicate the preparation of
taxpayers’ returns. Additionally, creating special exenption anounts
for these taxpayers would increase the conmplexity of instructions for
all taxpayers

| npl ement ati on Consi derati ons

This provision would conplicate the computation of the total exenption
credit. Currently, a taxpayer adds all exenptions and then nultiplies
by $67 for the total exenption credit. This provision would require a
mul ti pl e-step process because of the different exenption anmount for
dependents. This provision could add up to three additional lines to
the tax return. Inplenmenting this provision would require additional
instructions in already crowded tax bookl ets and extensive program
changes. It also would increase public requests for assistance and

t axpayer errors.
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FI SCAL | MPACT

Departnental Costs

This provision would have estimted first year costs of $1.55 mllion
with estimted ongoing costs of $1.35 mllion.

It is anticipated that the differing exenption ambunts woul d create
i ncreased costs, primarily attributable to additional taxpayer error
requi ri ng manual resolution by the departnent. |In addition, the
difference is expected to increase phone inquiries fromtaxpayers.

Tax Revenue Esti nate

This provision would result in revenue | osses estimated to be as shown
in the table bel ow

SB 1233
Amended Septenmber 13, 1997
(in mllions)
Provi si on 1997-8(1998-9|1999-0
Dependent Credit Increases ($95) [($400) [($635)

Tax Revenue Di scussion

Revenue | osses fromthis provision depend on the anmpbunt of avail able
tax liabilities that these increases in the dependent exenption credit
woul d reduce or elimnate.

Estimtes for this provision were based on the departnent’s Persona

I ncone Tax nmodel sinulated to reflect the new credit anmpunts.
Approximately 3 mllion filers would benefit fromthis increase.

| SSUE #2 - CAPITAL GAIN HOME SALES EXCLUSI ON

EFFECTI VE DATE

This provision would apply to the sal es or exchanges of hones on or after
July 1, 1998.

SPECI FI C FI NDI NGS5

Under present California |aw and federal law prior to May 7, 1997 no gain

is recognized on the sale of a principal residence if a new residence at

| east equal in cost to the sales price of the old residence is purchased and
used by the taxpayer as his or her principal residence within a specified
period of time. This replacenent period generally begins two years before
and ends two years after the sale date of the old residence. The basis of
the repl acenent residence is reduced by the anount of any gain not

recogni zed on the sale of the old residence by reason of this gain rollover
rule. Additionally, in general, an individual, on a one-time basis, my
exclude fromgross incone up to $125,000 of gain fromthe sale or exchange
of a principal residence if the taxpayer (1) has attained age 55 before the
sale and (2) has owned the property and used it as a principal residence for
three or nore of the five years preceding the sale. California |aw provides
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that if a taxpayer was a nenber of the Peace Corps, tine served in the
Corps, up to 18 nonths, could be counted toward the three years the taxpayer
is required to reside in the residence to qualify for the “once-in-a-
lifetine $125, 000 exclusion.” |n addition, brokers considered real estate
reporting persons (i.e., escrow conpanies, |enders, brokers, etc.) are
required to report to the Internal Revenue Service the anount of gross
proceeds and other ampunts in transactions involving real estate (including
residences). A copy of the federal returnis required to be submtted to

t he Franchi se Tax Board.

Under current federal |aw a taxpayer generally is able to exclude up to
$250, 000 ($500,000 if married filing a joint return) of gain realized on the
sal e or exchange of a principal residence. The exclusion is allowed each
tinme a taxpayer selling a principal residence neets certain eligibility
requi renments, but generally no nore frequently than once every two years
(sal es occurring before May 7, 1997, are not considered for the two-year
rule). Federal |aw provides that gain would be recognized to the extent of
any depreciation allowable with respect to the rental or business use of
such principal residence for periods after May 6, 1997. To be eligible for
the exclusion, a taxpayer must have owned the residence and occupied it as a
principal residence for at least two of the five years prior to the sale or
exchange.

The federal House, Senate, and Conference Conmttee Reportsstate a taxpayer
who fails to neet these requirenents (use for two out of the last five years
and no sale within two years of another sale) by reason of a change of place
of enploynent, health, or other unforeseen circunstances is able to exclude
the fraction of the $250,000 ($500,000 if married filing a joint return)
equal to the fraction of two years that these requirenments are net. This
proration rule also is available for any sale occurring within thetwo year
period foll owi ng enactnent of this provision. However, the federal |aw as
enacted would limt the exclusion to the fraction of the taxpayer’'s realized
gain on the sale equal to the fraction of two years that the requirenents
are met. The Joint Committee staff nmenbers have indicated they wll
recommend a technical change to make the statutory |anguage consistent with
t he unanbi guous intent of Congress. The Internal Revenue Service is
expected to apply the law as intended fromthe date of enactnent.

In the case of joint filers not sharing a principal residence, an exclusion
of $250,000 is available on a qualifying sale of the principal residence of
one of the spouses. Simlarly, if a single taxpayer who is otherw se
eligible for an exclusion marries sonmeone who has used the exclusion within
the two years prior to the marriage, the couple would be allowed a maxi mum
excl usi on of $250,000. Once both spouses satisfy the eligibility rules and
two years have passed since the | ast exclusion was allowed to either, the

t axpayers may excl ude $500, 000 of gain on their joint return. Federal |aw
al so contains special rulesregarding: sale of a remainder interest,
cooperative housing corporations (e.g., condom niuns), involuntary
conversions, and taxpayers residing in nursing hones.

Under federal |law, the TRA repeal ed the once-in-a-lifetinme exclusion of
$125, 000 and the rollover of gain fromthe saleof a principal residence
provi sions of the Internal Revenue Code. The TRA also nodified the
reporting requirenments of brokers for the sale of the broker’s client’s
princi pal residences.
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This bill anticipates the enactnment of SB 5 fromthe 1997/98 Legi sl ative
session. SB 5 would conformCalifornia law to the federal exclusion of gain
fromthe sale of a principal residence as outlined above for sales occurring
bet ween May 7, 1997, and June 30, 1998. For the sale of a taxpayer’'s
princi pal residence occurring on or after July 1, 1998, this bill would
conform California law to federal law as it relates to the exclusion of gain
fromthe sale of a principal residence and the reporting of real estate
transacti ons.

Pol i cy Consideration

Conformng to federal tax law is generally desirable because it is

| ess confusing for the taxpayer. Wth conformty, the taxpayer is
required to know only one set of rules. Conformty also eases the
departnment’s adm nistration of the |law by utilizing many federal forns
and instructions. This bill substantially confornms to changes nade by
the federal Taxpayer Relief Act of 1997 as it relates to the sale of a
princi pal residence.

FI SCAL | MPACT

Tax Revenue Esti nate

This provision would result in revenue | osses estimated to be as shown
in the table bel ow

SB 1233
Amended Septenmber 13, 1997
(in mllions)
Provi si on 1997-8]1998-9|1999-0
Capital Gains Hone Sal es Excl usion 0| (%$60) | ($70)

Tax Revenue Di scussion

Overvi ew

There are about 5.77 mIlion owner occupied residences in California.
In any given year, about 450,000 of those residences are sold. O

t hose sal es, about 4% or 18,000, result in taxable gains. The gains,
if any, associated with the remaining 432,000 sales are deferred under
the rollover provisions of current law O the 5.3 mlIlion residences
that do not sell, a portion would be sold if the owners were not
exposed to taxation on the gain. Since federal |aw has changed and
state law remains the sane, a smaller portion of owners would sell (2%
inthis estimate) and those sales would be taxable.

Di scussi on

This estimte was prepared in several steps. First, potentially

af fected taxpayers were divided into three groups 1) those who sel
and report taxable gains under current |aw (about 18, 000 annually);
2) those who sell under current law and roll the gains into a

repl acenent residence (about 430,000 annually), and 3) those who do
not sell under current |law but would if the built-in gains were not
taxed. O the first group, those who sell under current |aw and
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report taxable gains, a mcro analysis of tax returns shows that this
provi si on woul d exenpt about 98% of currently reported gains.

The second group, those who under current |law sell and roll the gain
into a replacenent residence, was estimted to consist of about
432,000 sal es annually based on sales reported by the California
Associ ation of Realtors adjusted for those with reported gains. The
tax inpact of denying the rollover provisions to this group and

excl udi ng $250, 000 (single) and $500,000 (joint) of the gain was
estimated froma study of over two million residences that clained the
homeowners exenption and that were linked to tax returns. The
assessors’ data showed date of purchase and purchase price as well as
current (1991) assessed val ues. Assessed values were adjusted to
approximate fair market val ue by applying house-price indices for the
period after Proposition 13. The ampunt of gain for each residence
was estimated by adjusting the basis to take into account acquisition
costs (3%, selling costs (6% fee plus 2% as a proxy for last mnute
spruce ups), and inprovenents (10% of the difference between purchase
and sale price). This provides an estimte of the anmpbunt of gain that
i s enbedded in owner occupied residences. The next step was to
exam ne the tax inpact on a taxpayer by taxpayer basis of whether the
gai n woul d exceed the exclusion amunts. The gain in nost cases
(423,000 or 98% of sales) would be conmpletely excluded. O the

remai ning 9,000 or so residences that have gains in excess of the
exclusion anpunts, it was assuned that taxpayer behavi or woul d reduce
this number by half. For the remmining residences, the tax inpact was
cal cul ated on a taxpayer by taxpayer basis taking into account overal
income and filing status of affected taxpayers.

O the third group, the 5.3 mllion residences that do not sell, a
smal | percentage of owners (4% according to a recent federal study)
woul d sell if they were not exposed to taxation on any of the gain.

Since federal |aw has changed and state | aw remains the sanme, an even
smal | er percentage of owners would sell (2% in this estimte) and
those sales would be taxable. Since the 4%reported in the federa
study represents a build up over a long period of time, for this
estimate it was assuned that those sales would take place over a three
year period at the rates of 10% (first year), 50% (second year) and
40% (third year). In addition, since these sales would involve state
tax consequences, it was assumed that only 2% of those residences
woul d sell over the three-year period. This yieldsan additiona

100, 000 residences that would sell and report gains in the first three
years of this |l aw being effective. These are residences that would
sell and not qualify for the rollover (these sellers would not
purchase a qualified replacenent since if that were the case the
transaction would not be taxable under current law). The average tax
i npact of these sales was assunmed to be simlar to the tax consequence
of the 18,000 or so sales that are reported under current law. This
portion of the revenue estimate reflects the amobunt of revenue that
woul d be realized if California |l aw were not changed. These sales
woul d be stinulated by the favorable federal tax treatment and woul d
result in an increase in taxable gains for state purposes. By
conform ng, this revenue would be |ost.
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| SSUE #3 - | RA PROGRAMS

SPECI FI C FI NDI NGS

The federal TRA made several changes to the Individual Retirenent Account
(IRA) rules and created two new kinds of IRAs. This bill would conformto
the follow ng:
Rot h | RA and Expand Existing |RA

1. Increase in Adjusted G oss Inconme limtations for Individua

Retirement Account contri butions for
sponsored retirenent
definition.

i ndividuals in an enpl oyer -
pl an and change in “active participation”

Under state and federal laws prior to 1998 tax years a taxpayer could
deduct up to $2,000 per year for contributions nade to a “deductible
IRA.” This anmpbunt applies to all individuals or their spouses who were
not active participants in an enpl oyer-sponsored retirenment plan. An

i ndi vidual, or the individual’s spouse, who is an active participant in
an enpl oyer-sponsored retirenment plan, may deduct the full $2,000 if the
i ndi vidual s adjusted gross incone (AG) is belowcertain limts. For
marri ed taxpayers filing a joint return the $2,000 is phased-out

begi nning at an AG of $40,000, and is conpletely phased-out at $50, 000.
For single taxpayers the $2,000 is phased-out between $25, 000 and
$35,000. For married taxpayers filing a separate return, no |IRA
deduction is allowable if the individual or the individual’s spouse is
an active participant in an enpl oyer-sponsored retirenent plan.

The TRA increased the federal “Ad threshold | evels” for phasing out the
$2, 000 | RA deduction and changed the definition of active participation
in an enpl oyer-sponsored retirement plan. Beginning in 1998, the phase-
out limts are increased as foll ows:

For married taxpayers filing joint

1998 . .. e $50, 000 - $ 60, 000
1999 . .. e $51, 000 - $ 61, 000
2000 . .. $52,000 - $ 62,000
20001 . ... $53, 000 - $ 63,000
2002 . . $54, 000 $ 64, 000
2003 . . $60, 000 $ 70, 000
2004 . ... $65, 000 $ 75, 000
2005 .. $70, 000 $ 80, 000
2006 . ... $75, 000 $ 85, 000
2007 and thereafter ................... $80, 000 $100, 000
For single taxpayers
1998 . .. e $30, 000 $40, 000
1999 . .. e $31, 000 $41, 000
2000 . ... e $32, 000 $42, 000
20001 . ... $33, 000 $43, 000
2002 .. $34, 000 $44, 000
2003 . . $40, 000 $50, 000
2004 . .. $45, 000 $55, 000
2005 and thereafter ................... $50, 000 $60, 000
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No deduction is allowed for married taxpayers filing a separate return
if the individual is an active participant in an enpl oyer-sponsored
retirement plan.

Begi nning in 1998, federal |aw provides for a new type of IRA called a
Roth ITRA. A Roth IRA differs fromother IRAs in that the tax advant ages
are “backl oaded.” Contributions to a Roth I RA are not tax deducti bl e.
Instead, the IRA earnings (e.g., interest and dividends) are distributed
tax free (provided that certain requirenents are net). To be treated as
a Roth IRA, the account nust be designated as such when it is
established. The contribution Iimt of $2,000 per year is coordinated
with other 1RAs (all IRA contributions in any one year cannot exceed
$2,000 in aggregate). A 6%penalty applies to any contribution in
excess of $2,000. Unli ke other | RAs, an individual may make
contributions to a Roth | RA beyond the individual’'s age of 70%

Roth I RAs al so are subject to AG |imtations. The maxi mum anount
allowed for a Roth IRA contribution is phased out for single taxpayers
with AG between $95,000 and $110,000 and for married taxpayers filing
joint with AG between $150,000 and $160,000. |If after applying the
phase-out |limtations, the conputed allowable contribution is |ess than
$200 but npre than zero, a $200 contribution is all owed.

Distributions froma Roth IRA are not included in gross income and are
not subject to the 10%early withdrawal tax if certain requirenents are
met. The individual nmust have held the Roth IRA for a five-year period
beginning with the first year in which a contribution was nmade to the
Roth I RA and ending with the end of the fifth year after the
contribution. |In addition, one of the four follow ng requirenents also
nmust be net:

made on or after the date the individual has obtains age 59%

made to a beneficiary (or the individual’'s estate) on or after the
i ndi vi dual death.

attributable to the individual being disabl ed.
a distribution for “qualified first-tinme home buyer expenses.”

Addi tionally, holders of a Roth I RA do not need to start receiving
distributions by the age of 70% as do hol ders of other types of |RAs.

If a non-qualified distribution is made froma Roth IRA the
distribution is first treated as made from contri butions (that were not
deductible). No portion of a nonqualified distribution is treated as
attributable to earnings, or isincludible in gross income, until the
total of all distributions exceeds the ambunt of total contri butions.

Federal |aw also permts the “rollover” of a non-Roth IRA into a Roth
IRA if the taxpayer’s AG for the year does not exceed $100, 000
(computed without regard to the rollover distribution) and the taxpayer
is not mrried filing separate. The $2,000 annual contribution limt
does not apply to rollovers. The rollover of an ordinary IRAinto a
Roth I RA requires the taxpayer to report the ordinary IRA distribution
in gross incone. However, if the ordinary IRAis contributed to the new
Roth 1RA within 60 days of the distribution the 10% early w thdrawal tax
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will not apply. If an ordinary IRAis rolled into a Roth |IRA before
January 1, 1999, the anmount that isincludible in gross inconme may be
i ncluded ratably over a four-year period. Federal law permts a
rollover into or between Roth IRAs nore than one tine a year

3. Early withdrawal tax does not apply to Individual Retirenent
Accounts distributions used to pay for qualified educati on expenses or
used for first-tinme honebuyer expenses.

Federal |aw provides that the 10% tax on early withdrawals froman |IRA
does not apply to distributions froman IRA if the taxpayer uses the
funds to pay for “qualified higher educational expenses” or for “first-
time home buyer expenses.” Qualified higher education expenses uses the
sanme definition used for Education |RAs discussed bel ow

First-time homebuyer w thdrawals nmust be used to buy, build, or rebuild
a home within 120 days of distribution. A “first home” is the principal
resi dence of the taxpayer, child, grandchild, or ancestor of the
taxpayer. Acquisition costs include any usual or reasonabl e settlenent,
financing, or other closing cost. A first-time honme buyer is an

i ndi vidual (and spouse, if married) who nmust not have an ownership
interest in a principal residence during the two-year period ending on
the date the new honme is purchased. The maxi nrum anmount of |RA
distribution a taxpayer may receive in a lifetinme and use for first-tine
hone buyer expenses is $10, 000.

4. Individual Retirenment Accounts may invest in bullion.

Under federal law the TRA allows | RA assets to be invested in certain
pl ati num coins and in any gold, silver, platinum or palladiumbullion
of a fineness equal to or exceeding the m ninumfineness required for
metal s which may be delivered in satisfaction of a regulated futures
contract subject to regulation by the Coormodity Futures Trading

Commi ssion. This provision does not apply unless the bullion is in
physi cal possession of the |IRA trustee.

Educati on | RA

5. Est abl i sh Educati on | ndi vidual Retirenent Accounts

Under federal law the TRA also created another type of IRA called an
Education I RA. Taxpayers with nodified AG bel ow $150, 000 ($95, 000 for
singl e taxpayers) may contribute up to $500 per year per beneficiary to
an Education | RA. Li ke Roth | RAs, contributions to an Education |IRA are
not deductible. Earnings on contributions can be distributed to
beneficiaries tax free provided the earnings distributed are used to pay
for “qualified higher education expenses.” The exclusion fromthe
beneficiary’ s gross inconme is not available in any year that a Hope
credit or Lifetime Learning credit is clained.

The $500 maxi num anopunt a taxpayer can contribute to an Education IRA is
phased-out for married taxpayers with nodified AG between $150, 000 and
160, 000, and $95, 000 and $110, 000 for single taxpayers. Mddified AG is
the taxpayer’s AG for the year increased by gross inconme excluded under
the federal foreign earned i nconme or other nondonmestic earned incone
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exclusion. After applying the phase-out limtations, if the conputed
al l owabl e contribution is | ess than $200 but npre than zero, a $200
contribution is allowed. Like other 1RAs, a 6% penalty applies to
excess contributions. The limtation applies to each contri butor;
therefore, an individual may be the beneficiary of several different
Educati on | RAs.

Qualified higher educati on expenses include tuition, books, supplies and
equi pment required for enroll nent or attendance of the designated
beneficiary at an eligible educational institution. Qualified higher
educati on expenses include, with certain [imtations, room and board.

An eligible educational institution is generally an accredited,

post secondary educational institution that is eligible to participate in
the Departnment of Education student aid program

An Education IRA is a tax-exenpt trust and must be designated as such at
the time it is created. The trust instrument nust provide that:

no contribution will be accepted by the Education IRA after the
beneficiary attains age 18.

except in the case of rollover contributions, annual contributions to
t he Education | RA may not exceed $500.

all contributions nust be nmade in cash.

the trustee nust be either a bank or other person that denpnstrates
an ability to properly adm nister the trust.

no portion of the trust’s assets will be invested in |ife insurance
contracts.

the assets of the trust will not be comm ngled with other property,
except in a common trust or investnent fund.

upon the death of the beneficiary, any trust balance will be
distributed to the beneficiary’ s estate within 30 days.

Any ampunt in an Education IRA may be rolled over into another Education
IRA with the sane beneficiary or for the benefit of a menber of the
original beneficiary’'s famly. This provision allows any residual
assets in an Education IRA, after the beneficiary finishes his or her
education, to be transferred to another famly nmenber. A famly nmenber
is defined to include ancestors, |ineal descendants of the taxpayer and
the lineal descendants of the taxpayer’s ancestors (e.g., uncles, aunts,
ni eces and nephews).

Federal lawrequires the trustee of the Education IRAto file
information reports with the Secretary of the Treasury and the
beneficiary. Federal |aw also provides for a penalty for failure to
file such reports.

Under the federal conference agreenent, any bal ance remaining in an
Education IRA at the time the beneficiary becones 30 years old nust be
di stributed, and the earnings portion of the distribution will be

i ncludible in gross inconme and subject to the 10% early w thdrawal tax
because the distribution was not used for education purposes. The |aw
as enacted did not contain this provision.

This bill would conform California lawto the recently enacted federal IRA
changes di scussed above with the follow ng two exceptions:
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1. Under

beneficiary becones 30 years of age.

2. A tech

distributions froma Roth | RA of
that drafting error

this bill,

ni cal

13,

1997

Education IRAs would be required to distribute al
the IRA's assets to the beneficiary within 30 days of the date the

rol |l over
by requiring a regul ar
Roth IRA for five years to avoid a premature w thdrawal
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SB 1233
Amended Septenber 13, 1997
$ MIlions
I RA Provision 1997-8 | 1998-9 | 1999-0 | 2000-1 | 2001-2
Roth I RA and Expand Existing I RA[ $(3) $(7) $(15) $(45) $(82)
Education I RA $(1) $(7) $(16) $(25) $(37)
TOTAL $(4) $(14) $(31) $(70) |$(119)

This estimte does not take into account any change in personal

i ncome,
enact nent

enpl oynment ,

or

of this bill.

Tax Revenue Di scussion

Rot h | RA and Expand Existing |RA

The follow ng table shows the conponent

gross state product that

may result from

parts of the revenue inpact of

t he expanded constraints on contributions to existing |IRAs and the

i ntroducti on of Roth | RAs.

The first

item

the rollover tax and
shows the anpunt of tax and penalty that would be |evied

agai nst existing accounts that are withdrawn and rolled into a Roth

penal ty,
I RA under
t ax,

anount

of
roll over,

current

California | aw.

rolled in line 1 when that anount
spread over four years.
lines 1 and 2 is the penalty.

The second item

The third item

recapture roll over
shows the anpunt of tax revenue that would be realized fromthe
is included in inconme and
Note that the difference between the totals

tax on increased
identifies the ambunt of tax revenue that would be realized
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13, 1997

from addi ti onal

the federal provisions (i.e.

free and included in inconme ratably over the next four years).

roll overs that woul d occur

if California were to adopt
allow rollovers in 1998 to be penalty-
The

forth itemidentifies the revenue | oss associated with i ncone excl uded
fromincreased deductible contributions and frominterest earned on
the stock of IRA contributions. Following the table is an overvi ew of
t he met hodol ogy and assunptions underlying these estimates.

Conmponents of | RA Revenue | npact

97-8 | 98-9 99-0 00-1 01-2
1. Rollover Tax & Penalty| ($8) [ ($19) | ($1) ($1) ($1)
2. Recapture Rollover Tax| $1 $5 $5 $5 $4
3. Tax on Incr. Rollover $13 $43 $43 $43 $30
4. Reduced Taxable Income| ($9) | ($36) | ($62) [ ($92) | ($115)
5. Education IRA ($1) ($7) | ($16) | (%25) ($37)
NET | MPACT ($4) | ($14) | ($31) | ($70) | ($119)

The met hodol ogy used for this estimte includes estimting the anount
of rollovers that would occur with and wi thout conformty, the anount
of increased deductible contributions that would occur under the
expanded limtations on ampbunts, inconme limts, and spousal
contributions, and the amobunt of otherw se taxable incone that woul d
build up in tax exenpt | RA accounts. The assunptions used generally
mrror the assunptions used by staff of the U S Treasury for
estimating the nationwi de inpact of the federal provisions. The main
assunptions are that 43% of the current stock of IRAis eligible for
rollover into a Roth IRA and that 4.5% of the anpunt eligible in 1998
will be rolled froman existing IRAinto a Roth IRA.  For this
analysis it is assunmed that only 0.45% of eligible accounts woul d be
rolled into a Roth IRAif California does not conform (one tenth the
This is because the 2.5%

anmount that would occur with conformty).

penalty and inclusion in 1998 inconme of the anpunt
rol | ed.

significant constraint on the anount

California were to conform

current state law, a roll over
treated as an early withdrawal,

anount

t he amount
4. 5% of eligible accounts used by the Treasury.
of funds froman existing | RA would be

t he amobunt w t hdrawn woul d be

t hat

is,
subject to a 2.5% penalty and the full
income in the year the rollover takes place.

roll ed woul d approxi mate the
Not e t hat

roll ed would be a

It is assuned that

under

amount woul d be included in

Under

conformty,
roll ed generally would not be subject to the penalty,

be included in incone ratably over the next four years.

as indicated by the sizable anpbunts on |ine 3,
rolled into Roth I RAs woul d be substantially |arger
The | ast
reflects the increase in deductible contributions and the

not taxed) on accumul ated deposits of both types

amount
as much) as expected under
i ncome,
i nterest earned (but
of | RAs.
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current
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under
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parents nust open these accounts early in their children's |ives and
make regular contributions to achieve the maxi num benefit fromthe
program Assum ng average annual contributions of $450 per account,
and an 8% rate of return on investnents in these accounts, it was
estimated that excluded interest income would be approxi mtely $80
mllion in 1998, $180 million in 1999, $300 mllion in 2000, and $450
mllion in 2001. Assum ng an average marginal tax rate on this incone
of 8% and converting to fiscal years, produces the revenue | osses
reported in the above table.

| SSUE #4 - AMI EXEMPTI ON AMOUNTS

BACKGROUND

In 1987, California enacted |egislation that established an AMI in |ieu of
the previous tax on preference income. The California |egislation
substantially conforned state law to the AMI provisions in effect at the
federal |evel, which had been adopted as part of the Tax Reform Act of 1986.
The AMI at both the federal and state | evels was established to ensure that
no taxpayers with substantial econom c incone avoid all tax liability by
usi ng excl usions, deductions, and credits (tax preference itens).

The California personal income AMI is simlar to the federal individual AMI
in that neither are indexed. As discussed in “Specific Findings” bel ow,
California is projecting a rapid increase in the nunber of taxpayers who
will be inpacted by AMI. Simlarly, rapid growth also has been projected at
the federal level. The Congressional Joint Committee on Taxation and the
O fice of Tax Analysis in the Treasury Departnent presented prelimnary
findings regarding projected growth of the individual AMI at the National
Tax Association Spring Synposium?® Included in those findings is a
projection that federal returns affected by AMI will grow from fewer than
one mllion taxpayers in 1997 to nore than 10 mllion taxpayers in 2007.
The findings attribute this rapid growth to |ack of indexing.

SPECI FI C FI NDI NGS

Exi sting federal |awprovides a graduated personal income AMI rate of 26%
for the first $175,000 of “taxable excess” and 28% of the anpunt exceedi ng
$175, 000 of “taxable excess.” “Taxable excess” is defined as the anpunt of
alternative m nimum taxable incone for the taxable year that exceeds the
exenpti on anount .

Federal |aw provides a corporate AMI rate of 20% of that portion of the

al ternative m nimum taxabl e i ncone as exceeds the exenption anount.
Exenpti on amounts are $45,000 for taxpayers filing a joint return or
surviving spouses; $33,750 for taxpayers filing single; $22,500 for married
taxpayers filing a separate return and estates and trusts; and $40, 000 for
cor porate taxpayers.

Exi sting state | aw provi des a personal income and corporate AMI rate of 7%
This tax rate is applicable to taxable years beginning on or after January

! “The Individual Income Tax AMI: Wiy It Matters: Washington, E.C., May 19 and 20,
1997.
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1, 1996. For taxable years beginning on or after January 1, 1991, and
before January 1, 1996, the personal incone AMI rate is 8.5%

California personal income AMI is cal cul ated by increasing regular taxable

i ncome by specific tax preference itenms and nmki ng other adjustnents for
items for which treatnment differs under AMI rules. The resulting figure is
AMTI, from which an AMI exenption deduction is subtracted in the foll ow ng
anounts: $40,000 for married taxpayers filing joint returns; $30,000 for
individuals filing as either single or as a head of househol d; and $20, 000
for married taxpayers filing separate returns. The exenptions are phased
out for taxpayers with adjusted gross incone over specified amunts. The
excess of AMIl over the AMI exenption deduction, multiplied by the 7% AMI
rate, is TMI. TMI is conpared to regular tax before credits; the amunt by
whi ch TMI' exceeds regul ar tax before credits is the alternative mninmmtax.
The PITL provides a variety of credits, sonme of which may be used to reduce
the regular tax bel ow TMI. However, the | aw specifies that certain credits,
i ncludi ng the exenption credits (personal, dependent, blind, and senior),
cannot reduce regular tax to an anount |ess than the TMI. In effect,

t axpayers | ose sone of the value of those credits that nay not be carried
forward and may not reduce regular tax bel ow TMI

The AMI exenption deduction was intended to preclude the inposition of the
AMT on taxpayers with noderate inconmes. However, as a result of the AMI
limtation of the exenmption credits, in some cases AMI reaches beyond
taxpayers with substantial economic inconme and tax preference itens to
taxpayers with noderate |evels of income and few tax preferences. Unlike
regul ar tax brackets anpunts, standard deduction, and exenption credits, the
AMT exenption deduction and the exenption phase-out anounts are not indexed.
Since the personal inconme AMI is not indexed and the regular tax systemis

i ndexed, the personal income AMI tends to grow faster than regular tax. It
is expected that the revenue inpact fromthe personal income AMI will grow
by about 20% per year over the next several years.

The lack of indexing for the personal incone AMI exenption deduction is
projected to affect many | ow to noderate-income taxpayers. This is true
particul arly of head-of -househol d taxpayers. For 1997, head- of - househol d

t axpayers with adjusted gross incone (AG) between $33,000 and $53, 000 who
take the standard deduction, because of the AMI Iimtation of the exenption
credits, are allowed the equival ent of fewer than four exenption credits.
Taxpayers with AG between $37, 000 and $49,000 are all owed the equival ent of
fewer than three exenption credits. By the year 2000, the effect of the

| ack of indexing for the personal income AMI exenption deduction is
projected to affect head-of-househol d taxpayers who take the standard
deduction and have AG between $41, 000 and $53, 000 by the equival ent of not
al l owi ng any exenption credit. Taxpayers in other filing statuses also wll
be affected by the AMI limtation of the exenption credits.

Under AB 1233, AMI exenption deductions and exenption phase-out anounts for
the 1998 tax year would be increased to the anount that they would have been
if they had been indexed since their enactnment in 1987. This bill also
woul d provide that the AMI deduction and exenption phase-out anmounts would
continue to be indexed in future years.
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Pol i cy Consi deration

I ndexi ng the AMI exenption deduction and exenpti on phase-out anounts
woul d elimnate sone | ower-incone taxpayers from having to pay AMI or
havi ng their exenption credits limted.

FI SCAL | MPACT

Tax Revenue Estinate

This provision would result in revenue | osses estimated to be as shown
in the table bel ow

SB 1233
Amended Septenmber 13, 1997
(in mllions)
Provi si on 1997-8|1998-9|1999-0
I ncrease AMTI Exenption & Phase- Qut ($8) [ ($81) | ($85)

Tax Revenue Di scussion

Revenue | osses fromthis provision were based on tax data simulations
provi ding for indexing of exclusion amobunts and adj usted gross income
t hreshol ds for phase-out purposes. These changes resulted in reduced
AMT liabilities and greater use of tax credits which are reflected in
t he esti mates.

| SSUE #5 — S CORPORATI ON RATE

SPECI FI C FI NDI NGS

Under existing federal law, an S corporation is a small corporation (limted
to a maxi mum of 35 sharehol ders) that receives tax advantages simlar to a
partnership (pass-through entity) while benefiting fromthe corporate
characteristic of limted liability. The Scorporation itself owes no
corporate tax while the sharehol ders report their distributive share of
corporate incone as though they earned it individually.

Exi sting state lawgenerally conforns to the federal provisions except that
California inposes a tax rate of 1.5%on Scorporation incone prior to the
i ncone's "pass-through" to sharehol ders.

This bill anticipates the enactnment of SB 5 fromthe 1997/98 Legi sl ative
session. |f enacted, SB 5 would increase the S corporation tax from1l.5%to
1.6% for incone years beginning on or after January 1, 1997, 1.65%for

i ncone years beginning on or after January 1, 1998, 1.7% for incone years
begi nning on or after January 1, 1999, and 1.6% for incone years begi nning
on or after January 1, 2000, and thereafter. This bill would make a
nonsubstanti ve technical change to this section as it read on January 1,
1997. It is anticipated that SB5 wll|l be chaptered before this bill;
therefore, this bill would chapter out the SB5 change that would have
increased the S corporation tax rate.
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FI SCAL | MPACT

Tax Revenue Estinate

This provision would result in revenue | osses estimated to be as shown
in the table bel ow

SB 1233
Amended Septenber 13, 1997
(in mllions)
Provi si on 1997-8(1998-9|1999-0
Subchapter S Conformty (%$18) | ($21) | (%$22)

Tax Revenue Di scussion

The | osses noted above are the result of reducing the rate on
Subchapter S corporation inconme fromthe amounts proposed in SB 5.

6. DEDUCTI ON OF HEALTH | NSURANCE COSTS FOR SELF- EMPLOYED | NDI VI DUALS

SPECI FI C FI NDI NGS

Exi sting federal |awprovides that a self-enployed individual (or a partner
or a nore than 2% sharehol der of an S corporation) can deduct as a business
expense a percentage of the anount paid during the tax year for health

i nsurance on the taxpayer and the taxpayer’s spouse and dependents. The

al |l owabl e percentage to 40% and i ncreases as foll ows:

45% in 1998 and 1999;

50% in 2000 and 2001
60% i n 2002;

80% in 2003 t hrough 2005;
90% i n 2006;

100% i n 2007 and thereafter.

Existing California lawis conformed to the 1993 federal self-enployed
heal t h deducti on anount of 25%

This bill would correct a technical error contained in Senate Bill 455 (date
change conformty). SB 455 would provide | anguage to retain the state
deduction for self-enployed health insurance at the 25% | evel by providing
that the federal increased deduction percentages for self-enployed health

i nsurance does not apply. However, the reference to the Internal Revenue

Code (I RC) section contained in SB 455 is incorrect. This bill would make
the same changes as those contained in SB 455, but would reference the
correct | RC section. However, if this bill is enacted after SB 455, thereby

chaptering out the changes to the deduction for self-enployed health
i nsurance nmade by SB 455, this bill would have the effect of making the 40%
federal rate apply for 1997 and the 25% rate apply again beginning in 1998.

Pol i cy Consi deration

This bill and Senate Bill 455 are not double joined, yet would both
make changes to the sane | aw sections. The changes to these | aw
sections proposed by SB 455 would apply to taxable or inconme years
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begi nning on or after January 1, 1997, and the changes proposed by
this bill would apply to taxable or inconme years beginning on or after
January 1, 1998. If both bills are enacted and this bill is enacted
after SB 455, this bill would chapter out the self-enployed insurance
provi sions contained in SB 455. However, other provisions of SB 455
woul d conform California law to the 1997 | RC. Thus, since the
nmodi fi cati ons contained in SB 455 would be chaptered out, state |aw
woul d be fully conforned to federal law for 1997 taxable and incone
years with regards to the sel f-enployed i nsurance provisions discussed
above.

FI SCAL | MPACT

Tax Revenue Estinate

This provision would result in revenue | osses estimated to be as shown
in the table bel ow

SB 1233
Amended Septenber 13, 1997
(in mllions)
Provi si on 1997-8[1998-9[1999-0
Sel f - Enpl oyed | nsurance Deducti on (%9) 0 0

Tax Revenue Di scussion

This provision would not inpact the state’s incone tax revenue
(provided Senate Bill 455 is not enacted and thus, does not change the
date of California conformty to federal |aw) because it would retain
exi sting |law provisions for the self-enployed insurance.

However, if both this bill and SB 455 are enacted and this bill is
enacted after SB 455, the self-enployed insurance provisions contained
inthis bill would chapter out the changes nmade to those provisions

contained in SB 455. The result of the enactnent of the date change
conformty by SB 455 and the chaptering out of the self-enployed

i nsurance provisions of SB 455 would be as shown in revenue estimte
above.

7. MEDI CAL SAVI NGS ACCOUNTS | NFORMATI ONAL RETURN PENALTY

SPECI FI C FI NDI NGS

Under federal and state |aw persons engaged in a trade or business
generally are required to report certain activities with third parties on
information returns to the Internal Revenue Service (IRS). Information
returns include but are not limted to the paynment or receipt of interest,
recei pt of services, the paynent of rent, royalties, salaries or wages, and
sal e of partnership interest. GCenerally, the third party identified in the
information return nust receive a copy of the return. The information
return nust contain pertinent information regarding the person filing the
return and certain information relating to the third party (e.g., amunt
paid or received and the third party’ s taxpayer identification nunber).
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Federal and state |lawgenerally provides for penalties for failing to file
the information returns. GCenerally, the penalty is $50 for each return that
either is not filed or is filed incorrectly. The maximum penalty per

t axpayer is $250, 000 per cal endar year.

Under current California |law, the departnment may request fromthe return
filer copies of several different information returns filed by a taxpayer
with the I RS

Senate Bill 38 (Stats 1996, Ch. 954) conformed California law to the federa
medi cal savi ngs account (MSA) deduction, operative for years beginning on or
after January 1, 1997. However, SB 38 did not contain |anguage to conform
to the penalty for failure of trustees of nedical savings accounts to file
the required information return.

This bill would conformto federal |aw by providing a $50 penalty for each
report not filed with the FTB by the trustee of the MSA

Pol i cy Consideration

This bill and Senate Bill 455 are not double joined, yet would both
make changes to the sane | aw sections. The changes to these | aw
sections proposed by SB 455 would apply to taxable or inconme years
begi nning on or after January 1, 1997, and the changes proposed by

this bill would apply to taxable or inconme years beginning on or after
January 1, 1998. If both bills are enacted and this bill is enacted
after SB 455, this bill would chapter out the nedical savings account

provi sions contained in SB 455. However, other provisions of SB 455
woul d conform California law to the 1997 | RC. Thus, since the
nmodi fi cations contained in SB 455 would be chaptered out, state | aw
woul d be fully conforned to federal law for 1997 taxable and incone
years with regards to the medi cal savings account provisions discussed
above.

FI SCAL | MPACT

Tax Revenue Esti nate

This provision would result in revenue | osses estimated to be as shown
in the table bel ow

SB 1233
Amended Septenmber 13, 1997
(in mllions)
Provi si on 1997-8]1998-9(1999-0
Medi cal Savi ngs Account Penalty - - - - - -

Tax Revenue Di scussion

This provision would not inpact the state’s incone tax revenue because
the changes to the nedical savings accounts provisions would affect
only penalties, which are not a factor in determning the state’s tax
revenue.



